Oswald v. Humph

United States District Court
Northern District of Califorra

© 00 N o g A~ W N PP

N N N NN N N NN P P P P B PP PR
© N o O~ W N P O © ® N O 0o M W N P O

eys, et al

RYAN OSWALD,
Plaintiff,

V.

IDENTIV, INC., et al.,
Defendants.

Brian Nelson.

Doc.

IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISRICT OF CALIFORNIA

Case N0.16-cv-00241-CRB

ORDER DENYING MOTION TO
DISMISS

Ryan Oswald brings this shareholder dative lawsuit on behalf of Identiv, Inc.,
claiming that Defendants, Identiv’s Board of Directors and an executiesched their
fiduciary duties and committed wasteeeSyenerally Second Amended Complaint
(“SAC”) (dkt. 38-3). Before Oswald can proceed on behalf of Identiv, he must plead
particularized facts demonstrating thateanand upon the Identiv Directors would have
been futile. This Court previously gradteithout prejudice Defendants’ Motion to
Dismiss Oswald’'s Amended Complaint for faguo adequately allege demand futility,
and stayed the case to allow@dd to investigate furthema amend his complaint. Order
(dkt. 34). Oswald has now amended, and Bad@ts again move to dismiss. See SAC;

MTD (dkt. 43). As discussed below, Oswal@&econd Amended Complaint includes new

! |dentiv is the nominal defendant in a detiva capacity. The defendants in this action are:
current ldentiv directors Steven Humphreys, Gargmen, and James E. Ousley; former directo
Jason Hart, Saad Alazem, and Daniel S. Weanel Identiv’'s former Chief Financial Officer,
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particularized facts sufficient to showrdand futility. The Court therefore DENIES the
Motion to Dismiss.
l. BACKGROUND

Identiv is a security techfmgy company incorporated under the laws of the State
Delaware. SAC 1 16. Jason Hart wasJEO, and Ana Ruggiero was Hart's executive
assistant until she was fired. See id. 11 18, #4-4 April 2015, Rggiero brought suit in

Alameda Superior Court alleging a numbeeofployment-related causes of action. 1d.;

see also Rugagiero v. Identiv, Inc., No. H8364795 (Cal. Super. Ct. Alameda County.,
filed Apr. 2, 2015). In her goplaint, Ruggiero alleged that Hart had improperly charge
Identiv for numerous personal expenses. SAC 11 45-50.

About a month after Ruggiero filed her cdaipt, Identiv disclosed that it would be
unable to timely file certain executive compation information with the U.S. Securities
and Exchange Commission (SEC). I&.ldentiv’'s Board of Directors—
then composed of HumphrmeyHart, Ousley, Kremen, Atem, and Wenzel—formed a
Special Committee to investigate the allegationRuggiero’s lawsi and any similar or
related facts. Id. 11 53, 96. In NovemB84.5, Identiv publiclydisclosed that its
independent auditor,BO, had resigned becaug was “unwilling to be associated with
the consolidated financial statents prepared by managemémmtany of the fiscal periods
within 2015.” Id. 1 4.

Oswald then brought thghareholder derivative laws@gainst Identiv’'s Board of

Directors, alleging that the Identiv Direcsdoreached their fiduciary duty and wasted
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corporate assefsSee Complaint (dkt. 1); FAC (dk&1). In November 2016, this Court
granted without prejudice Defendants’ MotimnDismiss Oswald’®\mended Complaint
for failure to allege demandftility with particularity, and stagd the case “so that Oswald
can exercise his rights under [Delaware ltavinspect Identiv'$©ooks and records.”
Order at 8. Oswald’'s Second Amended Complacludes new facts and details obtaine
through this inspection.

Oswald’'s Second Amended Complaili¢ges that the Board allowed Hart to
systematically misuse and misappropriate ta#nfunds for his owrpersonal indulgence.
Oswald alleges that Hart spent tens of tlamds of dollars on twparties in Las Vegas,
then submitted the chargesltentiv for reimbursemerit.SAC 11 48, 50. Board member
Kremen and Humphreys attended these partaes One party in early July 2014 included
$8,700 in “champagne showefs$1,900 in massages for Kremen, $5,000 in vodka, anc
$5,000 at a restaurard. 1 48. In September 2014, ijaNelson, Humphreys, Kremen,
and five other people spent $28,959 in Magas, including $14,500 at a nightclub and
$8,000 on upgraded hétccommodations. 1d.9D. Oswald alleges that Hart routinely
submitted business expense reimbursement requests for other non-business purchas
including two drones, for approximately $68() six computer servers for his home, for

$18,000 each, and $3,000 in Arican Express gift cardgd. | 46.

2 This Court also handled thelated securities ca action, which involved the same facts as
those in Oswald’s original Complaint.e&generally Rok v. Identiv, No. 15-cv-5775 CRB, 2017
WL 35496 (N.D. Cal. Jan. 4, 2017). The Court d&sad the securities case, observing that the
“allegations might support a derrvaﬂer\shareholder suit, . . . buethdo not provide the necessary
screnter in a securities frd case.”_l1d., 2017 WL 35496, at *13.

% The documents Identiv produced inpesse to Oswald’s books and records demand
corroborate these expenses, originally desdrib¢he Ruggiero Complaint._See id. 1 56.

* A champagne shower involves shaking a gegne bottle in celebration and spraying it on
oneself and one’s friends. See, ehtps://www.youtube.com/watch?v=Dj}-O9Dr1kSA.
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Oswald further alleges that, as detailethim Ruggiero ComplainRuggiero raised
her concerns about Hart's charges with@#, defendant Nelson, but Nelson took no
action. _1d. 1 48. In additiomNelson gave Hart a personaatoof $26,000, after which the
Compensation Committee “suddenly” awatdéelson equity compensation worth
$902,850._Id. 1 49. Identivjzublic filings and Board ntarials corroborate the timing
and amount of this award. Id. 1 49 n.2. Osveadleges that Hart orchestrated the award
repayment for the loan and “in exchange foelgdn’s] silence” about Hart's misuse of
corporate funds. Id. { 6.

In May 2015, the Board establishe®gecial Committee, coposed of Board
members Ousley and Wenzel, in responsedatlegations in the Ruggiero Complaint.
Id. 1 53. The Special Commiéevas to “consider, investtg, review, evaluate and
analyze the facts, allegations and circuanses” of the Ruggiero Complaint, and “any
similar or related facts . . . relating to erpe reimbursements or payments on behalf of
executive officers of the company.” _Id.; Ma®n Decl. (dkt. 43-1), Ex. 15. The Special
Committee was not empowered to make a finalsilen regarding itsnivestigation or take
any final action, only to “report its findings tbe full Board and . .recommend to the full
Board what action to take, if any, in resperto its findings.”SAC  53. The Special
Committee retained independent counaeld the accounting firm, Dmtte, to assist in its
investigation._Id. 1 54, 56.

Deloitte reviewed 187 expense reimbursemeqtbmissions, totaling

®> The source for this allegati, the BDO resignation letter dissed below, defines independent
counsel as the “independent law firm” retainedhsy Special Committee together with a “forensi
consultant hired by the lafirm.” See id.  78.
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$1,011,185.03. See id. T 62; McGrath Dedix. 17 (“Deloitte Spreadsheet”) Deloitte
raised concerns about charges from ont®i_as Vegas parties attended by defendants
Hart, Kremen, and a “U.S. Marshals Contacvfid Bailey, repeatedly flagging the trip in
its report as involving “potential bribery isss1” SAC {1 57, 58. Bailey was a federal
employee “believed to have & subsequently influential assisting Identiv obtain
certain government contracts worth millionsdollars.” Id. { 48. According to the
Ruggiero Complaint, Hart initially labelled the expenses as “customer event — senior ¢
and Board plus customers incindg us marshall [sic].”_IdIn the course of the Special
Committee’s investigation, Hart reclassifitee charges for Bailey’s lodging as “100%
personal,” but maintained thiais own lodging for the trip was “100% business.” Id. § 58
Deloitte noted the inconsistency in its ®wi “How can Jason Hart's lodging be 100%
business when Mr. Bailey’s lodging is listed1®% personal. Either Mr. Hart took Mr.
Bailey to Las Vegas as a personal friend withbusiness intent or he took Mr. Bailey to
Las Vegas with a business intent.” Id.

Deloitte identified many other red flagsaddition to the bribery issue. In the
Deloitte Report, it repeatedly observed thiling many of the chllenged charges as
business expenses might “not be acceptalbldRB purposes.”_Id. § 59. In connection
with a $14,500 dinner in Las Vegas at whaefendants Hart and Kremen were present,
Deloitte wrote: “This is not a ‘closing celelian dinner.” 1d. § 60. Regarding the same

trip to Las Vegas, Deloitte noted, “[tjo asdisé Board of Directors in carrying out its

® |dentiv produced the Deloitte Report tov@éd in response to hisooks and records demand.
See Opp’n (dkt. 44-2) at 2 n.4.

"The Court requested and reviewstelectronic searchable versigiithe Deloitte Spreadsheet.
See Order Directing Filing (dkt. 50).
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fiduciary duties, Deloitte is ppared to providéhe Board in excess of 1,000 pictures

documenting this trip.”_Id. Deloitte also flagged multiple expenses with the note,

“Deloitte believes that the lack of suppfor the charge] represents a business and

potentially a tax issue,” and “ldév should consult its taattorneys on these matters.”
See, e.g., Deloitte Spreadshébt 1591, 1715 at Column L.

According to Identiv’'s book and records production @swald, Deloitte discussed
these issues with the indepentieounsel and the Board. A 57, 59. In its report,
Deloitte stated that the reasons Hart gaveexpenses associatedth the Las Vegas
parties (and many other expenses) were notcserfiti to support a business purpose. Id.
The Board “[noted] Deloitte’s position,” thenade a “policy decision” to allocate the
challenged charges, in whole or in partbasiness expenses anyway. ld. The Board
decided to treat the expenses associatedthathJ.S. Marshal contact, Mr. Bailey, as
personal expenses. |d.

Deloitte concluded that $588)1.36 of the charges itwiewed were non-business
personal expenses, expenses that violatedpa@ay policy and couldot be supported as
business expenses, or possible business exp#mat were incurred in violation of
Company policy._See id.  62.he Board approved classification of an additional
$257,260.85 in expenseslassiness expenses, in mangtances overriding Deloitte’s
conclusion that the purpose provided was néitcsent to support a business purpose. Se
id.; compare Deloitte Spreads=#t column Q (“no”) with idcolumn S (amount approved
by Board as business expense).

Oswald alleges that independent colias&ed the Special Committee to allow

further investigation._See SAC 1 78 (“multipeguests by . . . the Independent Counsel,.

6

1]




United States District Court
Northern District of Califorra

© 00 N oo o b~ w N P

N N N N DN DN DN NN R R R R R R R R R
0o ~N o 00~ W N PP O © 00w ~N o o M W N B O

.. Independent Counsel has communicateduarother limitations in the scope of the
Independent Investigation, including that thdependent Investigian was halted before
Independent Counsel completed its plannedsigative procedures. . . . limited advice
provided by Independent Counsel”); idY (“Special Committee’s counsel believed that
additional investigation should lvenducted”), id. 1 102 (same).

There was no further investigation. @agust 28, 2015, #h Special Committee
reported its findings and presemiteecommendations to the Bodrdd.  70. Hart was not
present._ld. The Speci@bmmittee members, Ousley and Wenzel, expressed their vie
that the investigation “hadeen very extensive and tlogh,” but “noted input from
independent counsel to the Committee wipeet to possible additional investigative
work on certain items.”_ld. § 7IThe non-committee board members present
Humphreys, Kremen, and Alazeriunanimously accepted the recommendation of the
[Special] Committee” to concludee investigative phase ofeltspecial Committee. Id.

Identiv’'sindependenaudita, BDO, requested on multiple occasions that the Bog
investigate further, and resigned on Noven2#r2015, essentially because the Board
refused._Id. {1 78. BDO'’s resignation letter the Board states thatter it became aware
of Hart's “improper expenses, including refgfito the entertainment of an employee of

the US Marshals Service,” “in accordance vitie requirements of Section I0A [of the
Securities Exchange Act of 28,] . . . BDO has sought tetermine whether it is likely

that an illegal act has occurred; and ifthe, possible effect of each illegal act on the

8 |dentiv produced the Special Committee Repm®swald in responde his books and records
demand._See Opp’n at 2 n.5.

® |dentiv produced the BDO letter to Oswaidesponse to his books and records demand. Se
Opp’n at 3 n.6.
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financial statements of the Company.”. IDespite “multiple requests by BDO,” the
Special Committee refused to seek any lagaice from independent counsel regarding
whether an illegal act had occurred, and halted the investigaebdore Independent
Counsel completed its planned investigativecpdures.” _1d. BDO determined that “the

Company ha[d] not taken timely and apprafgiremedial actions because of, at a

minimum, the limitations on the scope of theependent Investigation, the limited advice

provided by Independent Counsel, andlimited actions taken regarding the on-going
role and involvement of Mr. Hart with the Company.” Id. BDO advised that it was
“unwilling to be associated with the cotisated financial statements prepared by
management for the quarterly and annual firdmeporting periods for the fiscal year
ending December 31, 2015hd resigned effec&vimmediately._ld.

In addition to the allegations concerningmdiv’s investigation of the claims in the
Ruggiero Complaint, Oswald alsdleges that the Board gave Hart a golden parachute.
September 2015, Humphreys replaced ldarthe CEO of Identiv, but—despite the
Special Committee’s conclusion that “Mr. Haréntertainment of a U.S. government
employee in 2014 violated the Company’s Cofl€onduct and Ethics,” id.  70—Hart
continued to serve as President, id.  [dentiv entered o a new compensation
agreement with Hart, worth up $875,000 per year, inclugj commissions and bonuses,
plus valuable non-cash benefits. Id. Aftasthction was filed, Hart resigned for reasons
purportedly unrelated to the wrongdoing. 186. Because Hart was not fired for cause
he received full severance. Id. 11 86, 18khough Identiv’'s ameded Form 10-K for the

year 2014 indicates that Hart was impndypeeimbursed for $111,015 in non-business

expenses, he only repaid $35,784 upon leaviagtid. 1d. 11 81, 89. Oswald alleges thal
8

14

n



United States District Court
Northern District of Califorra

© 00 N oo o b~ w N P

N N N N DN DN DN NN R R R R R R R R R
0o ~N o 00~ W N PP O © 00w ~N o o M W N B O

the true amount of company funds that Hart diverted is significantly higher than the
$111,015 that Defendants admit tddientiv’s 10-K filings. _Id. { 8.

Since this action was filed, Hart, Alazeand Wenzel lefthe Board, and non-
defendant director Nina B. Shapiro joined8AC { 96. The currefoard is Humphreys,
Kremen, Ousley, and Shapiro. Id.

I LEGAL STANDARD

“The derivative form of action permits amdividual shareholder to bring suit to

enforce a corporate cause of action agafigters, directors, and third parties.”

Rosenbloom v. Pyott, 765 F.3d.37, 1147 (9th Cir. 2014) (quoting Kamen v. Kemper F

Servs., Inc., 500 U.S. 90, 959@1)). “A shareholder seeking windicate the interests of a

corporation through a derivative suit miistt demand action from the corporation’s
directors or plead with particularity the reasavhy such demand walhave been futile.”
Id. at 1148 (citing Fed. R. Ci¥2. 23.1). “The purpose of this demand requirement in a
derivative suit is to implement ‘the bagianciple of corporate governance that the
decisions of a corporation—including the dan to initiate litigation—should be made

by the board of directors or the majority oaskholders.” _Id. (quoting In re Pfizer Inc.

S’holder Derivative Litig., 722 F.({pp. 2d 453, 4585.D.N.Y. 2010)).

Rule 23.1 requires a plaintiff to “allegath particularity . .. the reasons for the
plaintiff's failure to” make a demand. Fed. Civ. P. 23.1({B). However, “[t]he
substantive law which determinefiether demand is, in fadtitile is providel by the state
of incorporation of the entity on whose behhl plaintiff is seeking relief.”_Rosenbloom,
765 F.3d at 1148 (citation omitte Identiv is a Delawareorporation andelaware law

therefore applies.

n.
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In the context of pre-suit demand, the diogs of a corporation enjoy the benefit of
the business judgment rule, which “is a preptiam that in making a business decision,
the directors . . . acted on ariarmed basis, in goofdith and in the honest belief that the

action taken was in the best interests ofcii@pany.” _Aronson v. Lewis, 473 A.2d 805,

812 (Del. 1984). Demand is excused asdutihere the plaintif€reates a reasonable
doubt that the directors’ action was entitled to the protections of the business judgme
rule. 1d. at 808. “Plaintiffs are entitled &l reasonable factual inferences that logically
flow from the particularized facts alleged, loonhclusory allegations are not considered g
expressly pleaded facts or factual infaren” Rosenbloom, 765 F.3d at 1148 (quoting

Brehm v. Eisner, 746 A.2d 244, 255 (Del. 2000)).

lll.  DISCUSSION

Defendants move to dismiss Oswal8&scond Amended Complaint on the ground
that (A) Oswald lacks standing because sofithe alleged wrogdoing occurred before
he was an Identiv shareholder, and (B) Oswnasl not alleged particularized facts to
demonstrate demand futility. As discussed belooth of Defendants’ arguments fail.

A. Standing

A derivative plaintiff has no standirig sue unless he meets Rule 23.1’s

requirements, Kona Enters., Inc. v. Estat8ighop, 179 F.3d 76769 (9th Cir. 1999),

and Rule 23.1 requires that a derivative lfibe a shareholder at the time of the allege
wrongful acts, Fed. R. Civ. P. 23.1(b)(IDefendants argue that Oswald does not have

standing to bring derivative shareholder iaibecause some of the alleged misconduct
occurred before he becamstmreholder. MTD at 2.

Oswald has been a shareholder of Idesitice September 24, 20. SAC § 15. He
10
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therefore has standing to bring claims for@édleé breaches of fiduciary duty or waste that
occurred after September 24, 20b4t not before. See Kona3H.at 769. To the extent
that Defendants allowed Hart to misuse corporate funds prior to September 2014, Os
does not have standing to challenge this corftiitdwever, even conduct that occurred
before an individual was a shareholder maydbevant to the extent that it demonstrates

pattern of wrongful conduct. See InM&RY Commons., Inc., No. 08-cv-3800-GAF, 201d

WL 1891717, at *2 (C.D. Cal. May 10, 201@jting In re Zoran Corp. Derivative Litig.,

511 F. Supp. 2d 986, 1010.(M Cal. 2007))). Thereforeyven though Oswald lacks
standing to bring claims arising out of ggeptember 2014 condustjch conduct is still
relevant for this limited purpose.

Oswald also has standing to bring claimased on the Board’s failing to conduct a
legitimate investigation intblart's wrongdoing, failing tdnold Hart and Nelson to
account, allowing Hart to repay substantiddigs than the total amount of money he
diverted, and awarding Haseverance, because alltbis conduct occurred after
September 2014. See SAC 1 8, 44, 53. Bdwrd took these actions in response to the
Ruggiero Complaint, which was nfiied until April 2015. _Id.

B. DemandFutility

There are two tests for demand futility under Delaware law: (1) the test articulat

in Aronson, 473 A.2d at 814, and (2) the tsiculated in Rales v. Blasband, 634 A.2d

927, 934 (Del. 1993). The Aronson test appldiere a majority of the board of directors

* Hart incurred many charges between 2013%emtember 2014 for which he allegedly receiveq
improper reimbursement. See SAT45-50. It is not clear when the reimbursements were
granted or when the Board allowed the misuse.

11
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who would consider a sharedel demand also made theatbnged decision. See 473

A.2d at 814; see also RyanGifford, 918 A.2d 341, 353 (DeCh. 2007). The Rales test

applies where the board on which demandidde made did not make the business
decision challenged in the litigation (e.g., whanaajority of the diectors who made the
decision have since been replaced, or whiegechallenged conduct is inaction by the
board). 634 A.2d at 934. Here, because Gbaiteges that a majority of the current

Board made the challenged businesssies, the Aronson test applies.

To demonstrate demand futility under Aronsa shareholder plaintiff must create
reasonable doubt that either: “(1) the dioestare disinterested and independent [or]

(2) the challenged transaction was otherwise the product of a valid exercise of busine
judgement.”_Aronson, 473 A.2d at 814. Tibst is disjunctive—a reasonable doubt as t(
either prong will establish demand futility. See id. at 815.

The parties are at odds rediag whether Oswald must plead demand futility as tqg
majority of the original six-member Board, & to the current four-member Board. See
SAC 11 96-109 (alleging demand futility as to@iiginal directors); but see id. {1 96 n.4
(asserting that “[a]lthough pldiff believes that demand futilitis assessed as to the boar
in place when this action was commenazinand would also kexcused if demand
futility were evaluated against the current Board.); MTD at iv (arguing that Oswald is
incorrect to allege demand futility as ta siriginal directors). However, because
Defendants do not disputieat Hart is interested, Oswatdn reach a majority of either

Board by successfully challenging anyotef Humphreys, Kremen, and Ousféy.

19No one suggests that théseany basis to challengercent Board member Shapiro.
12
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Oswald argues that demand isileubased on both Aronson prongs.
1. AronsonProng 1: Interest

Under the first prong of Aronson, a piaff can displace the protection of the
business judgement rule by allegiparticularized facts thatisa a reasonable doubt that &
majority of the directors are either indepentlor disinterested. Aronson, 473 A.2d at
814-15. Directors are considered to lack ipeedence if they ar‘under an influence
which sterilizes their discretiohor beholden to and controlldny an interested party. Id.
at 815. Directors are considered interesitéuey either “appear on both sides of a
transaction [or] expect to derive any persdimancial benefit from it in the sense of self-
dealing, as opposed to a benefit which desslupon the corporatiar all stockholders
generally.” Id. at 814. A plaintiff can alstiow interest if a didor faces a “substantial
likelihood” of personal liabilityfor approving the questioneditrsaction._See id. at 815
(noting that this is rare, and that a “mere threat” of liability alone is insufficient).

Here, Oswald attempts to satisfettirst Aronson prongpy showing that
Humphreys and Kremen are not disinterés&ther because (a) they personally
participated in Hart's misuse of corporateads, or (b) they voted to prematurely end the
Special Committee investigation. Neither argument succeeds.

a. Kremen’s and Humphreys’ paticipation in the misuse of
Identiv’s funds in Las Vegas

Oswald argues that Kremen and Hunrgys are complicit in Hart’s improper
business expense reimbursements becauseénggipated in the parties, enjoyed the
benefits of the company’s funds, and thelvese submitted impropexxpenses related to

the Las Vegas trips. See SAC 11 98, 101wdbs argues that this behavior (i) exposes
13
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Kremen and Humphreys to a substantial Ihk@bd of liability, and (ii) amounts to self-
dealing, making both directwinterested. Id. 11 99, 16%.
I Likelihood of Liability

Defendants argue that Kremen and Haneys do not face any likelihood of
liability in connection with impoper expenses because they are both exculpated by the
corporation’s certificate of incorporatidor alleged breaches of their duty of care
consistent with tit. 8 Del. Code § 102(b)(7). S&=Grath Decl. Ex. 1 at 2. But Oswald
alleges that Defendants breachleeir fiduciary duty ofoyalty, see SAC { 115, and
Defendants are not exculpated for a breadbyadlity, see McGrath Decl. Ex. 1 at 2 (“A
director of the Corporation shall not be pemdbnliable . . . for breaches of fiduciary duty
as a director, except for liabili{y) for any breach of the diremt's duty of loyalty . . .").

Defendants next argue that Humphrags Kremen do not face a substantial
likelihood of liability for improper expenses because Oswald has not pled that either ki

that Hart was expensing the Las Vegas trigslémtiv. MTD at 5. But Oswald pled that

Humphreys and Kremen themselves submitted reimbursement requests for expenses

incurred at the parties. SAC 11 98, 101. At this stage, Oswald is entitled to the reasd
inference that if the directors submitte@itrown reimbursememéequests (and thereby
demonstrated a belief that the trip was a lssrtrip), they knew that Hart would expens

charges as well. See Rosenbloom, 765 &t3dl48. As Oswald remarks: “How

Humphreys and Kremen could think thegre attending a business event . . . and

simultaneously not know the Company was payimgbill is a mystery.” See Opp’n at 8

" In its Order dismissing OswatdAmended Complaint, the Cduroted that “[t]he Las Vegas
trips raise questions about the independencalaniterest of both Kremen and Humphreys,” but
held that Oswald had not pled intstrevith particularity. Order at 3.

14

r

ew

b

nak

D




United States District Court
Northern District of Califorra

© 00 N oo o b~ w N P

N N N N DN DN DN NN R R R R R R R R R
0o ~N o 00~ W N PP O © 00w ~N o o M W N B O

(citing MTD at 5 (arguing in onbreath that the trip migliave had a legitimate business
purpose and in the next that Humphreys and Kremen dikinoov that Hart submitted any
expenses))?

Still, Oswald has not shown that the thiref liability thatHumphreys and Kremen
faced on this subject was substantial, or ntba@ a “mere threatsf liability, as required
by Aronson. The Delawai®upreme Court in Aronson notdtht there will only be a
substantial threat of liability “in rare caseshgve] a transaction may lse egregious on its
face that Board approval cannot meet thedébusiness judgment.” 473 A.2d at 815.
The allegations that Kremen received mgssacostings $1,900, or that Humphreys
submitted nearly $1,008 expenses for reimbursemémtconnection with a Las Vegas
party, standing alone, are not “so egregioufitoeir] face” that the two directors face a
substantial likelihood dfability. See id.

. Self-Dealing

Similarly, Oswald’s claims of self-dlag on the basis of these expenses fails,
because Oswald has not shown that the lterteht Humphreys ahKremen gained from
their participation in Hart's wrordping were materiab them.

“[W]hen a party challenges a director’s aativpased on . . . selffierest, that party

12 Defendants argue that “[t]his case is on all $owith In re Polycom, Inc. Deriv. Litig., 78 F.
Supp. 3d 1006 (N.D. Cal. 2015).” MTD at 6. Nottgqu In re Polycom sounds similar, as it
involved allegations that a CEO “claimed reimdmments for numerous inappropriate personal
expenses.”_Id. at 1011. In thase, the plaintiffs argued thdgmand should be excused becaus
the board faced substantial liability for failingadequately overseedltompany’s auditing and
accounting controls. 1d. at 1014. ébourt held that absent anyiagance that the board knew that
violations were occurring, it could not “simglyfer the board knew or should have known of the
problems with [the CEO’s] expense reportgd: at 1015-16. In thisase, Oswald does not
contend that the Board “must have known” of Hart’'s misconducta@laeme vague “duty to be

informed,” see id. at 1016, but points to Humpkiend Kremen’s own conduct alongside Hart’s.

See Opp’n at 8 (“Kremen and Humphreys were Ipoésent, received pensal luxuries paid for
by Identiv, and submitted for reimbursement expenses incurred at those parties.”).
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must allege that the directoiisterest is materiab that director.”_Solomon v. Armstrong,

747 A.2d 1098, 1118 (Del. Ch999), aff'd, 746 A.2d 277 (DeR000);_see also Cinerama

Inc. v. Technicolor, 663 A.2d 1156, 1167gID1995) (courts musionsider whether the

benefit is material to the “actual persongt use an objective “reasonable person”
standard). “Materiality means that the géd benefit was significant enough ‘in the

context of the director’'s economic circumstag)@s to have made it improbable that the

director could perform her fiduciary dutigsthe . . . shareholders without being

influenced by her overriding pgonal interest.”_Orman Wullman, 794 A.2d 5, 23 (Del.

Ch. 2002). Establishing that a director “exjpgdio derive [a] personal financial benefit
from [a transaction]” that is not enjoyed the corporation or atockholders generally,
Aronson, 473 A.2d at 814, does not alonrlassh that the direot is interested—the
benefit must also be material to thaedior. _Cinerama, 663 A.2d at 1167.

However, materiality is naequired for classic self-dealing, where the director

“appear[s] on both sides of a transactio@tfman, 794 A.2d at 25 n.50. Oswald’s

argument that the benefits Kremen and Hurapireceived need not be material relies on

such cases. See Opp’n at 9 (citing Calméampleton, 114 A.3d 563, 576 (Del. Ch.

2015) (challenging directors’ award of resteid stock units to themselves); Cambridge

Ret. Sys. v. Bosnjak, No. 91488, 2014 Del. Ch. LEXIS 107, at *11 (Ch. June 26, 2014

(challenging directors’ payment of compensatio themselves); bmlon v. Tyrrell, Civil

Action No. 3321-CC, 2008 DeCh. LEXIS 75, at *1415 (Ch. June 24, 2008)

(challenging directors’ grant atock options to themselves); i@ Investors Bancorp, Inc.

Stockholder Litig., No. 12327-VCS, 2017 Délh. LEXIS 53, at *6 n.9 (Ch. Apr. 5,

2017) (challenging directors’ grant of equityaas to themselves)). These cases stand
16

for



United States District Court
Northern District of Califorra

© 00 N oo o b~ w N P

N N N N DN DN DN NN R R R R R R R R R
0o ~N o 00~ W N PP O © 00w ~N o o M W N B O

the proposition that when directors deciddtera of their own compensation, they stand
on both sides of a transaction with the compamyg, so materiality is not required. Id.

Here, there is no allegation that Kremand Humphreys approved their own
expenses, set their own salaries, or awardemhsklves stock options. They did not stanc
on both sides of that kind of transaction.u$hin order to showheir interest, Oswald
must show that the benefitsat Kremen and Humphreysceived by participating in

Hart's Las Vegas parties were material.e &&de & Co. v. Technicolor, Inc., 634 A.2d

345, 364 (Del. 1993). Oswaldsaot pled with particularitthat these benefits (Kremen'’s

$1,900 in massages and Humphreys’ nearlyGELi@ reimbursed expenses) were material.

Oswald has not raised a reasonable doubttteahen and Humphreys are disinterested ¢
the basis of their receiving benefits fréfart's misuse of corporate funds.
b. The Board’s vote to end the Special Committee’s
investigation prematurely

Oswald also argues that Humphregsd &remen were interested in any demand
regarding their vote to end the Special Comnaitterestigation becaaghey participated
in the conduct that was under investigation.

Defendants argue that Humphreys and Keeroould not have been interested
because the scope of the Special Commste®/estigation was so narrow that it only

included Hart’s improper expeses and conduct. See MTD at 13. In fact, the Board

3 In its Order dismissing Oswald’s Amended Conglahe Court held thabswald had not pled
interest with particularitynoting that “the proceduregBndings, conclusions, and
recommendations of the Special Committee remain unknown.” Order at 4. Although the
Amended Complaint vaguely referred to a ‘lsh&pecial Committee investigation,” see, e.g.,
FAC 11 83-84, the Second Amended Complaint indludere extensive allegations about the
circumstances of the Board’s “premature dosion” of the investigtion, see, e.g., SAC

19 70, 71, 78, 79, 106.

17

—




United States District Court
Northern District of Califorra

© 00 N oo o b~ w N P

N N N N DN DN DN NN R R R R R R R R R
0o ~N o 00~ W N PP O © 00w ~N o o M W N B O

directed the Special Committee to investigake ‘facts, allegatiorsnd circumstances” of
the Ruggiero Complaint, and “any similarretated facts.” SAC | 53; McGrath Decl. Ex.
15. Kremen and Humphreys were nametheaRuggiero Complainand the Deloitte
Report shows inspection of expenses Kraimen and Humphreys enjoyed and possibly
incurred. _See id. 11 99, 102; see generally iBelSpreadsheet. Atithstage, Oswald is
entitled to a broad reading tife scope of the investigatipbecause it is a reasonable
inference that investigators consideree tonduct of Kremen and Humphreys to be

similar or related to that of HartSee Rosenbloom, 765 F.3d at 1148.

Oswald argues that Humphreys and Kremen “stood on both sides” here becau:s
they voted to end an inv&gation into their own conduct. Opp’n at 11. Although
intuitively it seems correct that Humphreysd Kremen would b&nterested” in an
investigation into their participation in afjed wrongdoing, it is not clear that voting to
end an internal investigation falls withiretkefinition of a “self-dealing transaction” as
contemplated by Delaware law. Oswald hascited any precedent for the assertion tha
transactions bestowing non-financial benefits qualify as self-dedlifyery case that
Oswald cites in his brief involves self-dealing in the context of financial transactions.
e.g., Opp'n at 11 (citing In re Brocade, 6155kpp. 2d at 1047 (evalting interest where
“Defendants received and exercised fhibgptions”); Calmalld A.3d 563, 575
(evaluating interest where defendants awattiemselves restricted stock units as

compensation)). It does not appear that anytchas applied the self-dealing doctrine in

14 Defendants incorrectly cite Cinerama, 662d\at 1169, for the propdiin that self-dealing
only occurs “when a director dealsgectly with the corporation, dras a stake in or is an officer
or director of a firm that deals with the corporation.” See MTD at 7-8. In fact, Cinerama cite
these as “example[s]” of selfealing. 663 A.2d at 11609.

18
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this way yet.
Oswald does cite to one Delaware catéch evaluated a non-financial transaction

similar to the one here, but the court in tbase seems to have excused demand under f{

second prong of Ara@on, not the first._See Opp’n at (clting In re China Agritech, Inc.,

No. 7163-VCL, 2013 Del. Ch. LAS 132, at *68 (May 21, 2013)); In re China Agritech,

Inc., 2013 Del. Ch. LEXIS 132, at *65 (“€hmembers of the AudCommittee could not
properly consider a litigation demand regagdthe termination of the Company’s outside
auditors because the allegatiamizhe Complaint support @asonable inference that they

failed to act in good faith.”) (emphasis addead), at *68 (“The actions of four of the

seven members of the Demand Board werssate in the Special @onittee investigation.
... these directors could not properly consmidemand under Aronson that asked them
assert litigation relating to ¢hAudit Committee’s terminatioof the outside auditors or
management’s related activities *®).

Rather than rely on a novel interpretatairself-dealing, the Court will follow In re

China Agritech. Analysis dhe Board’s decision to end tinevestigation prematurely and

without investigating the potentibribery issue fits squarely in the good faith analysis of|
the second prong of Aronson.
2. Aronson Prong 2: Valid Exercise of Business Judgment

Under the second prong of éason, demand is excusasl futile where a plaintiff

15 In re China Agritech did recognize that a CE€ked liability in conneéon with his company’s
terminating its outside auditgrsee id., at *65 (“Chang could nptoperly consider a litigation
demand regarding the termination of the Conyfmautside auditors because his role in
management as the Company’s CEO gives riseremsonable inference that he would face
personal and professional riskany litigation over the disputeraking him interested in the
outcome.”), arguably invoking the first Aronsprong, but it did not ciracterize such conduct
(much less the rest of the boardonduct) as “self-dealing.”
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can raise a reasonable doulattthe challenged transamtiwas a valid exercise of
business judgement. Aronsoir34A.2d at 814. A showintpat directors were grossly
negligent or acted in bad faith directly rebtite business judgement presumption. In re

Walt Disney Co. Deriv. Litig., 906 A.2d 27, 52 (Del. 200&ronson explained that “to

invoke the rule’s protection directors havduy to inform themselves, prior to making a
business decision, of all material infornoatireasonably available to them,” and they
“must then act with requisite cafen the discharge of their tas.” 473 A.2d at 812.

Here, Oswald attempts to satisfgtbecond Aronson prong by showing that
Humphreys and Kremen (a) acted in bad faitten they voted to prematurely end the
Special Committee investigation, and (bjpooitted waste by awarding Hart severance
and permitting him to only repayportion of the funds that he diverted for personal use
The Court agrees that Oswald has raiseghaonable doubt that Humphreys and Kremer
acted in good faith.

a Bad Faith

Under Delaware law, bad faith existsaevh a director acts with “intentional
dereliction of duty” or “conscious disregard fbis or her] responsibilities.”_In re Walt
Disney, 906 A.2d at 66. It is also bad faithere a fiduciary “astwith the intent to
violate applicable positive law” or “intentionalcts with a purpose other than that of
advancing the best interests oé ttorporation.”_lId. at 67.

Oswald urges the Court tafer that the Board knowinglglecided not to find out if

a crime had been committed. See Opp’n atTids is a reasonable inference to make at

18 Under Delaware law, directtiability is predicated upon concepa§gross negligence. |d.
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this stage, and it is based entirely on infation that is newly alleged in the Second
Amended Complaint. BecauBeloitte discussed its reviewf the challenged expenses
with the Board, see SAC 11 57, 59, it is reastntbinfer that before the Board voted to
end the investigation, Humphreys and Krerkeaw that their participation and expenses
had turned up as impropertime Deloitte Report, and thikte entire Board knew that
Deloitte believed that there was a “potentigbery issue” during one of the Las Vegas
parties. _Id. The Court can also reasopatier that Humphreys, Kremen, and Ousley

knew of BDO's position that further invesaitjon was vital, as described in BDO'’s

November 23, 2015 letter addressed to theeBirard. _See id. § 78 (describing “multiple

requests by BDO” to investigate foer “[s]ince October 17, 2015”).

With this knowledge, th Board nonetheless chdseerminate the Special
Committee’s investigation, and to keep it @ds The “knowing and intentional” approval
of wrongdoing to the benefit of insiders “canbetan exercise of business judgment.” S

Ryan, 918 A.2d at 354; seesalin re Atmel Deriv. Litig.No. 06-4592 JF (HRL), 2008

U.S. Dist. LEXIS 91909, at *22 (N.D. Calune 25, 2008). WheeeBoard “intentionally
conceals the nature of its earlier actions, ieessonable for a court to infer that the act
concealed was itself one of disloyalty thatild not have arisen fne a good faith business

judgment.” _In re Tyson Foods, Inc. Cons®iholder Litig., No. 106-CC, 2007 Del. Ch.

LEXIS 120, at *1213 (Ch. Aug. 15, 2007).
Defendants argue that rather than addgly alleging bad faith, Oswald is

improperly second-guessing thedd’s actions._See MTD at 10 (citing In re Autodesk,

Inc., S’holder Deriv. Litig., No. 06-cv-718BJH, 2008 U.S. Dist. LEXIS 101015, at *21

(N.D. Cal. Dec. 15, 2008) (“an attack on adBd's internal investigation is improper in the
21
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context of a demand futility argument, becasigeh an argument depends on the premis
that the plaintiff has necesdgrabandoned the Board as a vehicle for righting the wrong
complained of”)). BuDswald does not second-guess thegden to end the investigation;
he alleges that it was not made in good faith. See Opp’n at 13. Additiondityré
Autodeskthe court was evaluating interest unttee Rales test, not good faith under
Aronson’s second prong (whichngt available as a path éstablish demand futility under
the Rales test), arfdhe actions being investigated {imms backdating) were not actions

of the Audit Committee or the Board.” InAaitodesk, 2008 U.S. Bi. LEXIS 101015, at

*25. In contrast, here half the curtdBpard participated in the conduct being

investigated.

Defendants also rely on In re Am. Appatek., 2014 Deriv. S’holder Litig., 2015
WL 12724070, at *2—20 (C.D. Cal. April 28, 2015), wth held that “disputes” about the
“appropriate response” to misconduct were sulgetdifference[]s in interpretation” and

were, in that case, “insufficieto establish the [board] actedbad faith.” _See MTD at 10

n.18. AsinIn re Autodesk, the misconducisaue in In re American Apparel was entirely

that of the CEO, not the board itself. $@eat *2 (“[t]his action emerges out of the

behavior of American Apparel founder..Charney, and the Company’s decision to

1" Defendants argue that it isétevant whether Humphreys akidemen were under investigation,
because “at the time the Special Commigegecommendations were approved, the Board
consisted of five outside drtors (Humphreys, Kremen, Alaze@usley, and Wenzel), and so
“even without Humphreys’ and Kremen'’s vagtésere was still a majority and quorum on the
Board to approve concluding thesestigation.” MTD at 13. Therare at least taw problems with
that assertion. First, it is problematic thiitmphreys and Kremen even participated in the
discussion and decision of whether to end theci Committee’s work, rather than recusing as
Hart presumably did. Second, the SAC alleges that it was only “the non-committee board
members” who “unanimously accepted the ragendation of the Committee,” suggesting that
Humphreys and Kremen were two of three Bloaembers who made thecision, rather than
two of five. See SAC | 71. Thisasreasonable inferent@draw at this stagef the litigation.
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terminate him as CEO in Ju@814.”). Moreover, the plaintiffs that case had alleged
that the board breached its duty “by not aceagdier,” and therefore had to allege with
specificity “why the Board’slelay in suspending and ultimately terminating Charney we
a breach of their duties.” Id. at *19. Plgfifs failed to allege “the point at which the
Board was acting in bad faith by retainingadiey.” Id. Here, Oswald has not alleged
that the Board should haveken action against Hart at somarlier point. The issue is
instead the Board’s decision to conclude $ipecial Committee investigation, where that
investigation involved Humphreyand Kremen’s own expees along with Hart's, and a
“potential bribery issue,” despite beinggad not to do so beloitte, independent
counsel, and BDO. S&AC 1157, 59, 71, 78.

Defendants’ further argument that the Bbarust have acted in good faith becaus
the company spent “nearly $3 milli” on the investigation onli recover “pennies” also
falls flat. See MTD at 12. “[D]Jirectors ff@] entitled to a presuntipn that they can and
should be allowed to manage the businessraftd a corporation, including the decision

of whether and how to investtg errors.”_In re Compugcis. Corp. Derivative Litig., 244

F.R.D. 580, 591 (C.D. Cal. R@). But this presumption rebutted if a plaintiff pleads
“particularized allegations showing the Bdas unworthy of this deference.” Id.
Defendants argue that Deloitte’s investiga only identified @aproximately $164,000

worth of expenses that had insufficielticumentation submitted support a business

18 Defendants also cite to te FalconStor Software, In®66 N.Y.S.2d 642, 655 (N.Y. Sup. Ct.
2013) for the proposition that “couadt[ing] its internal investigtion [is] exactly the kind of
action[] that [is] entrusted tolzoard of directors and which tibelaware courts state they are
reluctant to question.” MTD 4&t0 n.18. But the court in that @s New York Supreme Court,
prefaced that observation by stating that “nonhglsi one of the current members of the board of
directors was implicated [in theifjation],” or “knew or indeed hthreason to know that they were
violating the shareholder planld. at 654-55. That makes In re FalconStor distinguishable.
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expense or that “appear[ed] to be non-bussnpersonal” expenses. MTD at 12. This
figure does not include the8%4,528.36 in charges that Deloitte classified as possible
business expenses incurred in violation ompany policy._See SAC  62. It also does
not account for the items thtte Board approved classifg as business expenses,
overriding Deloitte’s conclusion that the pose provided was not sufficient to support
business purpose. See id. AccordinthiaDeloitte Spreadsheet, many of Hart's Las
Vegas expenses fall into this categorge $enerally Deloitte $padsheet; compare id.
column Q (“no”) with id. coltnn S (amount approved by &al as business expense).
Even if $164,000 is #hproper figure, Identiv only recover&35,784 from Hart. SAC

1 89. These figures, combinedth the inference that tHgoard knowingly chose not to
investigate whether a crime had been commitigide a reasonable doubt that the Board
“decision of whether and how tovestigate errors” is worthy of deference. See In re

Comput. Scis., 244 F.R.D. at 591.

Oswald has raised a reasble doubt that the Boaadted in good faith when it
voted to end the investigation. Oswald hagarticularized facts raising an inference
that the Board knowingly decideetontrary to the advice ahdependent counsel,
Deloitte, and BDG-not to get to the bottomf its executives’ expenses or find out if a
crime had been committed. This amounta “conscious disregard for [their]

responsibilities,” which is bad faith. Skere Walt Disney, 906 A.2d at 66.

Because Oswald has raised a reasorduét that the challenged action was mad
in good faith, demand on the Board is exclas futile._See Aronson, 473 A.2d at 814.

The Court therefore DENIE®e Motion to Dismiss.
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b. Waste
Because Oswald prevails on his arguméoiLd bad faith, he need not also prevalil
on his argument about wastdeed, the Court holds that Oswald has not established
demand futility on this ground.
To state a claim for corporate wastg@laintiff must show that “the Board’s
decision was so egregious or irrational tihabuld not have been based on a valid

assessment of the corporation’s bests intefeShite v. Panic, 783 A.2d 543, 554 n.36

(Del. 2001). This requires the plaintiff tordenstrate that “an exehge was so one-sided
that no business person of ardry, sound judgment couldrdude that the corporation

has received adequate consadem.” In re Walt Disney906 A.2d at 74. Waste often

entails “a transfer of corporate assets Heves no corporate purpose, or for which no
consideration at all is received.” Brehm, Al@d at 263. A “mere disagreement cannot
serve as grounds for imposing liability based on alleged . . . waste.” Id. at 266. Thus
corporate waste claim fails “if there isyasubstantial consideration received by the
corporation, and . . . there is a good faiithigment” that undethe circumstances the
transaction was worthwhileNhite, 783 A.2d at 554.

Oswald argues that the Board committed eésicause it chose not to fire Hart for
cause, allowed him to receive severanogéeau his employment agement, and allowed
him to repay only a fraction of the funds Hkegedly diverted for pesonal use. Opp’n at
15. These allegations do notesgome the “high hurdle” necesgdo challenge the “great
deference” the Board is granted in thirea. _See Brehm, 746 A.2d at 262 Oswald has
not pled that Hart was of zero value to lthen Thus, the Court cannot assume that his

severance was in exchange for nothing. larrhore, whether to terminate Hart for cause
25
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and risk litigation is left to the sound discoetiof the Board. See Wh, 783 A.2d at 554.

Because Identiv’'s decision o fire Hart for cause edd “have been based on a
valid assessment of the corporation’s bestsasts,” it cannot beansidered wasteful for
purposes of demand futility. Se¢hite, 783 A.2d at 554 n.36

IV. CONCLUSION

For the foregoing reasons, Oswald hagl@ufficient particularized facts to
demonstrate demand futility under the secommhgrof Aronson. Oswald has created a
reasonable doubt that the Board acted in daih in its decision to end the Special
Committee investigation. Thudswald has met his burden under Rule 23.1. The Court
DENIES Defendant’s Motion to Disiss the Second Ameed Complaint.

IT IS SO ORDERED.

Dated: October 27, 2017 ﬂ\"‘

CHARLES R. BREYER
United States District Judge
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